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Notes for F.O.M.C. Meeting
August 21, 1904 

Sam Y.  Cross 

The dollar on average is trading at about the same 


level as the time of your last meeting but it has shown a 


fair amount of movement in the interim. Earlier this month 


it touched new records for the 11 year floating rate period 


against the mark and pound and other European currencies, and 


then it edged back in markets that were thin and at times 


volatile. Even so, the dollar is still up some 11 percent in 


trade-weighted terms from its 1984 low which was reached in 


March. 


In the first few ueeks of the period the dollar 


benefited from a number of factors. Newly released economic 


statistics reinforced the view that the U.S. economy was 

continuing to expand at a brisk pace and considerably more 

strongly than the economies of our major trading partners. 

With better than expected U.S. price figures, inflationary 

expectations tended to moderate, and this was seen in the 

exchange market as adding to the attractiveness of dollar 

investments even as U.S. long-term interest rates declined. 

As the U.S. stock and bond markets rallied, there were 

reports in the exchange markets of increasing foreign 

interest in U.S. investments. Further, the repeal of 0.S. 
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withholding tax on interest paid to foreigners was seen as 


stimulating such investment. But while there has probably 


been some increase in foreign investment in the United States, 


it is hard to say how much. 


In the last couple of weeks, the rise of the dollar 


seemed to lose its momentum. With the prospect of our 


economic expansion moderating, market participants started to 


question whether the dollar could hold on to its current 


levels, which are around the highest of the year, in the 


absence of a continuing stream of positive news about the 


U.S. economy or improved yields on dollar assets. Exchange 


traders have been shying away from taking bold positions in 


foreign exchange--something that is perhaps easier to do when 


many of their customers are on vacation. 


Foreign central banks have scaled back intervention 

to support their currencies. In fact, since your last 

meeting there were net purchases of dollars, of about 

1/2 billion. In some cases, foreign central banks became 

resigned to the dollar's strength, and their concern over the 

impact on domestic prices of a continued rise in the dollar 

was tempered by falling commodity prices. As the dollar 

eased back, several countries took the opportunity to reduce 

domestic interest rates. In particular, the United Kingdom, 

nhich had, just before your last meeting, pushed up its 

interest rates by over 5 percentage points, led rates down by 

1 1/2 percen.tage points. 
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Mr. Chairman, there were no intervention 


transactions under taken by the U.S. during this period. 


ln other operations, last week our Bank transferred 

$125 million from Argentina's account with us to the banks on 

Argentina's Advisory Committee. This was to repay one of the 

bridge loans the banks made to Argentina, and in accordance 

with the agreements we were to make the transfer if Argentina 

had not agreed on an 1MF letter of intent by August IS. 

Argentina and the IMF are still in discussion over a n  

adjustment program and the terms of an IMF letter of intent. 



NOTES FOR FOMC MEETING 


AUGUST 21, 1984 


PETER D. STERNLIGHT 


Desk o p e r a t i o n s  s i n c e  t h e  l a s t  meeting have sought t o  main ta in  abou 

t h e  p r e v a i l i n g  degree  o f  pressure  on bank reserve p o s i t i o n s ,  as i n d i c a t e d  by 

ad jus tment  and s e a s o n a l  borrowing a t  the  d i s c o u n t  window o r  n e t  borrowed 

reserve p o s i t i o n s .  Monetary growth was alover than envisaged  a month ago, 

e s p e c i a l l y  f o r  M l ,  b u t  on balance t h e  aggregates remained about  in l i n e  with 

Committee o b j e c t i v e s  f o r  t h e  year .  Short-term rates, n o t a b l y  t h e  F e d e r a l  

f u n d s  ra te ,  edged h i g h e r  during t h e  i n t e r v a l ,  whi le  i n t e r m e d i a t e  and l o n g e r  

r a t e s  d e c l i n e d  in response  t o  s c a t t e r e d  signs o f  s lower  economfc growth, 

cont inued  subdued i n f l a t i o n ,  and l e s s e n e d  concern t h a t  monetary p o l i c y  might 

t a k e  a f i r m e r  t u r n .  Apprehension a b o u t  t h e  s t a b i l i t y  o f  the  f i n a n c i a l  system 

which had mounted v i s i b l y  i n  May and  June, had a l r e a d y  abated c o n s i d e r a b l y  by 

t h e  time o f  t h e  mid-July meeting. The calming t r e n d  cont inued through J u l y  

and e a r l y  August a l t h o u g h  most r e c e n t l y  t h e r e  have been some new or renewed 

concerns ,  h i g h l i g h t e d  by l a s t  week’s h e a d l i n e s  a b o u t  F i n a n c i a l  Corporat ion of 

h e r i  ca. 

The upward c r e e p  i n  t h e  F e d e r a l  funds rate,  from weekly averages  

around 11 t o  11 1 / 4  p e r c e n t  through most  o f  J u l y  to  around 11 1 / 2  to 

11 3 / 4  p e r c e n t  in r e c e n t  weeks (and 11.78 p e r c e n t  so far t h i s  s t a t e m e n t  

p e r i o d )  h a s  been something of a p u z z l e ,  o c c u r r i n g  a g a i n s t  a background of 

a v e r a g e  ad jus tment  and s e a s o n a l  borrowing a t  the  d i s c o u n t  window t h a t  

remained f a i r l y  c o n s i s t e n t l y  around the  $1 b i l l i o n  l e v e l .  Indeed,  going 

back earlier in the  year, the funds rate was more l i k e  10 1/2 p e r c e n t  

i n  a s s o c i a t i o n  with borrowing around t h e  91 b i l l i o n  l e v e l .  P a r t ,  and 

p e r h a p s  much o f  t h e  e x p l a n a t i o n ,  I b e l i e v e ,  h a s  been a greater 

r e l u c t a n c e ,  p a r t i c u l a r l y  by l a r g e r  banks, t o  use t h e  window l e s t  they  
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be t a r r ed  w i t h  t h e  same brush aa Cont inenta l ,  o r  i n  order  t o  preserve 

t h e i r  access  f o r  a l a t e r  time. This did not  cause t o t a l  seasonal  and 

adjustment borrowing t o  decl ine because t h a t  l e v e l  i s  e s s e n t i a l l y  determined 

by the  gap l e f t  between the System's provis ion  of nonborroued r e se rves  and the 

bank's demands f o r  reserves.  B u t  i t  d id  mean t h a t  i n d i v i d u a l  banks facing 

reserve needs have preferred t o  pay up more i n  the  funds  market before  tu rn ing  

t o  the window. In t e re s t ing ly ,  borrowing by the l a r g e  banks has decl ined from 

about  h a l f  of t o t a l  seasonal and adjustment borrowing before  Continental ' s  

problems emerged to about one-third more r e c e n t l y ,  while  the seasonal  component 

of borrowing h a s  r i s e n  appreciably.  

There have been a number of a d d i t i o n a l  explana t ions  of the 

borrowing-funds r a t e  r e l a t ionsh ip  with varying degrees  o f  p l a u s i b i l i t y ,  

ranging from a t igh ten ing  of adminis t ra t ive s t anda rds  a t  the window t o  a 

swi tch ing  from longer  to  shor t e r  term l i a b i l i t y  management by banks. Some 

exp lana t ions  cen te r  on the  l a r g e  and growing borrowing by Continental ,  

sugges t ing  i n  aome cases  t h a t  the  Sys t em ' so f f se t t i ng  a c t i o n s  wre somehow more 

po ten t  than the  reserve d o l l a r s  borrowed by t h a t  bank, o r  t h a t  the s u b s t a n t i a l  

rechannel ing  of reserve flows i n  the wake of t h a t  borrowing somehow had t o  be 

done a t  h igher  rates. 

Cer t a in ly ,  from a mechanical s tandpoin t ,  Cont inenta l ' s  r i s i n g  use o f  

t he  window was a major fo rce  shaping a c t u a l  Desk ope ra t ions  during the  pas t  

m n t h .  Cont inental ' s  borrowing has increased from about  $5 b i l l i o n  i n  

r i d - J u l y  t o  around 47 t o  47 1/2 b i l l i o n  recent ly- - fa i l ing  t o  s t a b i l i z e  even 

a f t e r  the massive o f f i c i a l  a i d  package w a s  announced i n  e a r l y  August. Largely 

t o  coun te rac t  t h i s  i n j e c t i o n  of reserves, the  System reduced i t s  o u t r i g h t  

p o r t f o l i o  by about  $3.6 b i l l i o n ,  including $2.2 b i l l i o n  o f  b i l l  s a l e s  t o  

f o r e i g n  accounts  and $1.4 b i l l i o n  of b i l l  r u n - o f f s  i n  weekly auc t ions .  (That 
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includes $500 m i l l i o n  run o f f  i n  yesterday 's  auct ion.  f o r  e f f e c t  t h i s  

Thursday.) Repurchase agreements were employed only once,  a t  the very s t a r t  

of the  per iod ,  while market matched sale-purchase t r a n s a c t i o n s  were used 

severa l  times t o  absorb reserves  temporarily. 

Underlying t h e  roughly 50-60 bas is  po in t  dec l ine  f o r  in te rmedia te  and 

longer term Treasury i s s u e s  were the sca t te red  i n d i c a t i o n s  of slowing growth 

i n  the economy, the  continued s igns  o f  r e s t r a ined  I n f l a t i o n .  moderating money 

growth, and o f f i c i a l  comments t h a t  were in te rpre ted  to atean that w neat-term 

pol icy  t i gh ten ing  was l i k e l y .  The market also drew encouragement from r e p o r t s  

of la rge  equity-to-debt swaps by corporate pension funds and from the  r epea l  

of the  withholding t a x  on fore ign  holders  of U.S. issues, e s p e c i a l l y  a f t e r  t he  

Treasury began t o  o u t l i n e  plans f o r  i s sues  targeted f o r  the fo re ign  market. 

Sales  abroad of ze ro  coupon instruments backed by U.S. issues a l s o  encouraged 

t h e  market, o f f e r i n g  the  prospect of a lessened supply t o  be placed a t  home. 

This f a c t o r  gave a p a r t i c u l a r  l i f t  to the  Treasury's r e c e n t  30-year bond s a l e ,  

a s  pa r t  o f  Its gene ra l ly  successfu l  $16 314 b i l l i o n  August coupon f inanc ing .  

The p e r s i s t e n t l y  f i rm money market dampened the  s p i r i t s  of the longer  term 

market on occasion,  but for  the most p a r t  t h e  long-market p a r t i c i p a n t s  tended 

t o  look p a s t  the  high funds r a t e  and regard i t  as l a r g e l y  t e c h n i c a l  and 

perhaps temporary. I n  t h e  o v e r a l l  improved atmosphere the Treasury coupon 

market f a i r l y  r e a d i l y  absorbed some $13 b i l l i o n  o f  n e t  new cssh  borrowing. 

most of i t  in the  August refunding. 

The better atmosphere i n  intermediate and longer  Treasury issues also 

extended to t h e  corpora te  and tax-exempt markets, where oew i s suance  was 

s i z a b l e  and recep t ions  mostly good. 

A t  t he  s h o r t  end, r a t e  t rends were mixed. Three-month Treasury b i l l s  

rose  over  the per iod ,  a f f ec t ed  by higher  f inancing c o s t s ,  Increased R e a s u r y  
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suppl ies  and a n  abatement, through part of the pe r iod ,  i n  f l i g h t - t o T u a l i t y  

demsnd. Some of t ha t  l a t t e r  type of demand re-emerged i n  recent  days a s  

concerns a rose  about fore ign  debt  exposure and repercuss ions  of F inancia l  

Corporation's problems. Longer b i l l s  showed l i t t l e  n e t  change or modest 

dec l ines  in rate. Three- and s i x - m n t h  b i l l s  were auct ioned yesterday a t  

average rates of 10.40 and 10.59 percent ,  compared wi th  10.17 and 10.60 per-

cent on J u l y  16. Net cash r a i s e d  i n  the  b i l l  sector was about  $7 b i l l i o n .  

Market rates on l a rge  bank CDs showed l i t t l e  net change over the 

period f o r  s h o r t e r  ma tu r i t i e s  and modest dec l ines  fo r  longer  ma tu r i t i e s .  This  

r e su l t ed  i n  some narrowing of t h e  spreads of CD y i e l d s  over b i l l s .  Spreads 

reached a recent  low point  i n  e a r l y  August, with a l i t t l e  widening again in 

recent  days.  

As usual ,  sentiment is mixed as t o  where the markets may go from 

here. Ihe i n t e m e d i a t e  and longer  markets have f l u c t u a t e d  without t rend  most 

r ecen t ly ,  apparent ly  having s p e n t  the momentum t h a t  brought a vigorous r a l l y  

i n t o  e a r l y  August. Many p a r t i c i p a n t s  feel t h a t  f u r t h e r  s i g n i f i c a n t  r a t e  

dec l ines  are not l i k e l y  unless  s h o r t  r a t e s  recede. Fur ther  down the road,  

some see upward r a t e  pressures  r e s m i n g  f o r  in te rmedia te  and longer i s s u e s  if 

a f a i r l y  s t rong  recovery and large budget d e f i c i t  cont inue.  A big unce r t a in ty  

i s  the  extent t o  which fo re ign  demand might develop o u t  of t he  withholding t a x  

r epea l  and the  s t ruc tu r ing  of issues t o  appeal t o  fo re ign  buyers. 

A t  t h e  s h o r t  end, while  many f e e l  the  funds rate is somewhat 

a r t i f i c i a l l y  high j u s t  now. there is no widespread expec ta t ion  of a s i g n i f i c a n t  

e a r l y  dec l ine .  Some observer. expect t h a t  there  could be a small  dec l ine ,  bu t  

possibly followed by more upward pressure l a t e r .  
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LEMJAY 


While the s i t u a t i o n  i s  more than usua l ly  unce r t a in ,  I 'd  l i k e  t o  

recommend an inc rease  i n  the  leeway f o r  changes i n  the  System's p o r t f o l i o  

between meetings.  Projected inc reases  i n  requi red  r e se rves  and currency cou 

near ly  use up t h e  usua l  d 4  b i l l i o n  margin, while Treasury balances at  the Fec 

may w e l l  rise i n  l a t e  September and enlarge the  oeed f u r t h e r .  Decl ines  i n  

extended c r e d i t  could augment the  need, while  i n c r e a s e s  i n  such c r e d i t  would 

reduce the  need for a d d i t i o n a l  leeway. To be reasonably safe, I suggest  an 

increase  in t h e  s tandard  leeway t o  $6 b i l l i o n .  



JLKichline 

August 21, 1984 


FOMC Briefing 


Economic activity recently appears to be rising at a 


strong rate, but more moderate than the exceptional expansion 


during the first half of the year. The staff forecast of real 


GNP does not differ much from that presented at the last Com


mittee meeting. 
 For the current quarter we are anticipating 


real GNP growth of 5 percent annual rate and expect a further 

slowing to the area of 3 percent early in 1985. For price and 

wage inflation, the picture continues favorable and we've made 

some downward adjustments to the forecast. 

Fundamental strength in the economy was revealed by 


the July labor market reports. 
 Nonfarm payroll employment 


rose a substantial 300 ,000 ,  not much different from the pre-

ceding few months although below the gains early in the year. 

The unemployment rate rose to 7.5 percent as the household 

survey reported a large drop i n  employment; that drop obvious

ly was not confirmed by the payroll survey or initial claims 

for unemployment insurance, which have remained low. Thus, we 


have discounted the household survey as not representative of 


labor demands for the month and would expect declining 


unemployment rates to be reported in coming months. 
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About one-third of the rise in payroll employment in 

July was in the manufacturing sector and was associated with a 

0 . 9  percent gain in industrial output, the same as the upward 

revised increase for the preceding month. Production of motor 

vehicles picked up in July and there were sizable further 


increases in output of business equipment and related materi


als. 


Growth of business fixed investment has continued at 


a renarkable pace; in the second quarter it was 23 percent 


higher in real terms than the year earlier. The staff's 


forecast entails slower expansion during the projection 


period, with less growth coming from the motor vehicle and 


other equipment sectors. 
 But the information on shipments, 


orders and contracts has induced us to raise somewhat future 

rates of growth compared to the last forecast. In this 

projection business investment continues t o  be a key source of 

strength in the economy. 

Evidence of moderating growth in the economy comes 


mainly from the consumer and housing sectors. Domestic auto 


sales in July and the first 10 days of August averaged 8-114 


million units annual rate, unchanged from earlier in the year. 


As domestic production rises there is the potential for some 


further gains in sales given the very short supply of popular 


nodels, but the surge in sales early this year is unlikely to 




- 3 - 


be repeated. Retail sales other than autos and nonconsumer 


items are reported to have declined a little in July, while a 


broader measure of consumer outlays that includes expenditures 


for services shows a small rise. The forecast incorporates 


moderating growth of consumer spending, following the unusual 


buying spree during the spring. 


In the housing sector, starts and building permits 


moved lower in July. This report became available after the 


projection was finalized, but it is consistent with our expec


tations. Most of the slowing in the housing area has been in 


the single family sector, but we expect that multi-units also 


will be edging lower as tighter mortgage rates and terms gen


erally damp activity during the fall and winter. 


On balance, the staff interprets incoming information 

as essentially consistent with a more moderate expansion of 

activity than we had been experiencing. Nevertheless, the 

evidence continues to indicate an economy with considerable 

potential for generating income. 

For wages and prices the news has continued very 


favorable. Some of the wage infornation that has become 


available was below our expectations and there is not a hint 


of any significant upturn in rates of wage increase. For 


prices, too, the news has been good and we revised downward 


somewhat projected rates of inflation. In the very near tern 


we should be seeing the impact of weaker energy prices; 
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gasoline prices actually have fallen this summer when season-


ally they tend to rise. Food prices have been rising less 


than expected, and it appears harvests will be good and the 

long awaited sharp rise in meat prices has not materialized. 

Finally, the foreign exchange value of the dollar continues 

high and adverse price consequences of a fall in the dollar's 

value have been pushed farther into the future. In sum, we 


are projecting a rise in the GNP deflator of under 4 percent 


for 1984 and about 1 percentage point more in 1985. 




FoMc Briefirg
S. H. Axi l rd  
August 21, 1984 

As indicated by the blue book, we believe that it is likely,  i n  

the limited time between MW ard the erd of the quarter, that MIw i l l  run 

below the short-run path for the June-tc-Septe&er period adcpted a t  the 

last Cnnnittee meetirg even if  reserve pressures were moderated sanewhat. 

It seems pcssible that MZ also may nm low. of course, these aggregates 

are qui te  volatile, a d  cur views do not assume gr& i n  the double d i g i t s  

in e i t h e r  August or September, a pcss ib i l i ty  that qui te  obviously cannot 

be ruled out,  given past experience. -Mile, M3 ard credi t  g r w t h  

remain re la t ively strong, t h g h  showing signs of &rating fran their 

rapid f i r s t  half paces. 

The weakness of M 1  i n  July f o l l w d  a w p l e  of s t r q  mnths. 

c;rowth of that aggregate since the beginning of t h e  year still leaves it 

somewhat above the midpoint of its lorg-run range. And it is not 

unreasonable to expect expansion in  August and September to average i n  

the 6 to 7 percent area, which would maintain M l  sanewhat above the midpoint 

of its long-run range. Cne reason for ant ic ipat ing a t  least that much 

expamion a t  arcund current interest rates is the apparent s t re rg th  of 

naninal GNP growth in the th i rd  quarter ard cur t h a g h t ,  and also our 

qwarterly model's implied prediction, that velocity grcmth s b u l d  slow 

fur ther  fran the pa- of the f i r s t  and second quarters, given our expecta

t ion  that in te res t  rates w i l l  not increase fur ther  over the near-term. 

Strains on financial markets appear to have abated a l i t t le since 

the last curunittee meeting. Quality spreads have narrowed; bond yields  have 

declined; and the stock market has risen sharply. However, the Financial  

Corporation of America s i tuat ion,  which has been deteriorating i n  the past 
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several days, carries w i t h  it the potent ia l  for  heightening concerns ibcut 

the underlying heal th  of the financial system depending on how the situation 

is resolved. mile perhips the  nrst l ike ly  outcane is that i twculd be 

viewed as an isolated event, the t h r i f t  industry a s  a who le  is on the verge 

of negative earnings, and large depositors i n  thrifts-whi& have re l ied  

on large m to a great extent for funds over the past year-may as a 

result of Financial Brporath beccme mre sensitized than they were i n  

earlier high in t e re s t  rate periods to reductions i n  thr i f t  net worth. I n  

addition, sone little spi l lover  on tanks cannot be ruled out, and the 

spreads between large CDS an3 Treasury b i l l s  deteriorated s l igh t ly  on the 

recent publicity. 

One problem f o r  monetary @icy of the Financial Corporation or 

other develqments (e.g. problem with Iat in-her ican debt) contributing 

to f inancial  s t r a i n  is how they may a f f ec t  bank reserve management attitudes. 

Since May we have already seen a rise in  the federal  funds rate on the order 

of a l i t t le wer one percentage point without any change i n  the level of 

adjustment borrowing a t  t he  discwntwindow. Sane rise i n  rates c m l d  be 

expected under nonnal cirmtances as a relat ively high leve l  of borrowing 

persists an3 bnks  ro t a t e  through t h e  window. 

In  addition, t he  rate may have cone under uprard pressure over 

the pas t  2-1/2 m n t h s  as other financing sources ( l i k e  large CDB a d  Eum

dollars) have becane less available or mre expensive, thus diverting demand 

to the funds market, and as funds lenders may have sought mre of a r i s k  

prenim. But much of the rate rise we've seen reflects, 1 believe, what 

i n  technical jargon would be termed an increase i n  the demand f o r  f r e e  

reserves (manifested mainly by increased reluctance to borrow) in  response 

to the perceived p l igh t  of ce r t a in  major f inancial  institutions. Such an 

increase in  the  demand f o r  f r ee  reserves generally w a s  observable i n  t he  
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mi61974 when E'ranklin National was borrowing for  emergency reasons what 

w s  then corsidered to be the large sum of on the order of $1-1/2 bil l ion.  

AS sbrt-term rates rise fo r  a given level of borrowing, that may indicate 

that the Federal Reserve is not accamudating to  an increased demand f o r  

free reserves. The resu l t  can well be less growth in  reselve a d  related 

mney aggregates than desired. If mney growth weakened e m g h ,  presumably 

policy wmld r e spod  within the structure of the current directive in  any 

event. But adjusbnent of the anuunt of borrowiq to clearly perceived 

changes in bank a t t i tudes  toward the d i s c a n t  window reduces the odds on 

such weakness develcpiq,  or at  least develcping i n  the wake of unexpectedly 

high i n t e r e s t  rates. 

(XI the larger policy issue of the basic response of mnetary 

policy to unsatisfactory develqments i n  the aggregates and the econcmy, 

the prcpcsed directive laquage suggests wording that would revert  to a 

symnetrical response on the easing or tightening side, given recent deve lcp  

ments i n  the aggregates ard the  econany, instead of a s l igh t  bias toward 

tightening. I n  practice, of course, there is very little rcun f o r  tighter+ 

ing within the current 8 to 12 percent funds rate raqe, since I suspect any 

tharght in t h e  market that the system w a s  seeking a sustained, higher 

level of borrcuing above the area of $1 b i l l ion  would, under current 

cirmnstances, quickly drive the funds r a t e  to aver 12 percent. Eut I do 

not mean to be irnplyirg any technical need to raise the limit a t  t h i s  time. 

Indeed, the l i m i t  a u l d  well sene the  Camittee's policy purposes shculd 

potential financial strains lead the  FoMc to w a n t  to evaluate the situation 

before permitting s t re rg th  in  the aggregates or the econany to be reflected 

i n  t igh ter  tank reserve positiorrs. 

mether in  any event the Camittee warld wish to adopt symnetric 

largoage to govern the response to deviations f r an  expectations may depend 
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on tk exact specif icat iors  adopted for  the mgregates. I f ,  fo r  exanple, 

the current 5-1/2 p e r a n t  June-to-Septerbr specification for M l  is 

retained, it might be argued that no change s h l d  be made in  the resprse 

larquage in  the directive,  since M l  is already so weak re la t ive to path 

that fur ther  weakness wwld call for a response within the present directive 

structure. 13the other  hand, if  the Onmittee were to make a downward 

adjustment i n  its June-to-Septemter path for  M1 to a grcwth rate of 4 to 

4-1/2 percent, the  response language w l d  be asymetric in the other 

directiow-that is, a respnse cmld bemre delayed fo r  overshooes 

(given the recent weakness) than fo r  fur ther  shortfalls .  hpbably the 

best ca5e f o r  syrmretric response larquage w l d  be if the Comrittee were 

to adopt a rarge f o r  Ml growth-for example 4 to 6 percent-cwering the 

June-to-Septembar period. 




